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ABSTRACT 



Internal auditing has not attained the desired 
acceptance throughout the Naval Establishment., This lack 
of acceptance prevents the realization of the full poten- 
tial of internal auditing in the United States Navy„ 
Reasons for this lack of acceptance are suggested, and 
recommendations made, which if adopted, should help to 
create better acceptability for the function of internal 
audit o 
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IV 



INTRODUCTION 



Internal auditing has not received the desired degree 
of acceptance throughout the Naval Establishment., This 
lack of acceptance of internal audit has been manifested 
by activities failing to comply with recommendations made 
in formal audit reports, and has resulted in increased 
attention on the part of the Secretary of Defense and the 
Secretary of the Navy* Study 7, Volume I of the Review of 
Management of the Department of the Navy states,^ - "« » . 
There appears to be no more controversial area in the 
Department currently than the Internal Audit Function., „ »’’ 
This research paper was undertaken as an attempt to 
find ways of improving the United States Navy’s internal 
audit program, and thus promote its acceptability., Current 
literature on the subject of internal auditing was reviewed 
to determine if practices and procedures being used by 
industry might be adopted for Navy use. In addition, 31 
of the United States Navy’s formal internal audit reports 
were critically reviewed in light of current reporting 
practices and procedure s. 



S, H. Ivison, Jr», CAPT, USN, ’’Financial Management 
Study,” Review of Management of the Department of the Navy , 
Study 7, Volume I, (Washington: Department of the Navy, 
1962), P o7o 



CHAPTER I 



A SURVEY OF NAVY INTERNAL AUDIT 



History . 

The establishment of internal audit, as such, in the 
United States Navy dates from the enactment of Title IV, 
Public Law 216, 81st Congress, on 10 August 1949° This 
Act, among other things, established the function of comp- 
trollership in the Department of Defense and in the separate 
military departments. It also specifically charged the 
Comptroller of the Department of Defense (subject to the 
authority, direction and control of the Secretary of 
Defense) with responsibility for establishing and supervising 
a system of internal audit within the Department of Defense » 
The Secretaries of the military departments were in turn 
charged with the responsibility of ensuring that a system 
of internal audit was established and supervised in their 
respective departments. Such a system was to be consistent 
with the operations of the Office of the Comptroller of the 
Department of Defense. 2 

The Budget and Accounting Procedures Act of 1950 gave 
additional authority for establishing the function of inter= 
nal audit in the United States Navy. The Act required the 

2 See Appendix I for pertinent portions of Title IV, 
Public Law 216, 8lst Congress. 



head of each executive agency to establish and maintain 
accounting and internal control systems designed to pro- 
vide effective control and accountability for all funds* 
property* and other assets for which responsible* "include 
ing appropriate internal audito"3 

When the Office of the Comptroller of the Navy was 
established in 1950* internal audit was made the responsi- 
bility of the Assistant Comptroller, Accounting, Audit and 
Finance; but, contract audit remained a responsibility of 
the Bureau of Supplies and Accounts, until 1953 when the 
position of Assistant Comptroller, Audit was established 
and made responsible for both types of audited The Navy’s 
internal audit program, however, didn’t really get started 
until 1952, when the Secretary of the Navy, by letter of 5 
May, established the Navy audit office program which had 
as its mission: 5 



^United States Congress, "Budget and Accounting 
Procedures Act of 1950, Public Law 81=216» U United States 
Statutes at Large , Volume 63 ° (Washington: Government 

Printing Office, 1950), p<, 836» 

^•United States Navy, Financial Management in the Navy , 
(NAVPERS 10792-A) , (Washington: Naval Training and Publica- 
tions Center, 1962), p c 204o 

^United States Navy, Navy Comptroller Briefs , (NAVEXOS 
P1360) , October 1954, Volume I, No« l a (Washington: Office of 
Comptroller of the Navy, 1954) > p° 6. 



3 



o o o the task of determining through periodic 
surveys, examinations and audits, that policies 
and established procedures in the fields of 
budget, accounting, finance and statistical 
reporting are followed and that the interests 
of the government are adequately safeguarded 

o o o 

On 2 August 1954, the fourth U. S« Navy Audit Office was 
established at San Diego, California; the other three 
offices being located in New York, San Francisco, and 
Washington, D» C. Today there are ten such offices, now 
named Uo So Navy Area Audit Offices, located in Boston, 
New York, Philadelphia, Washington, Norfolk, Chicago, San 
Francisco, Los Angeles, San Diego, and London with branch 
offices at other centers of defense industry or naval 

activity* ^ 



Internal Audit Defined . 

The Uo So Navy defines internal audit as: ^ 

o * * an independent appraisal activity within 
an organization for the review of accounting, 
financial, and other operations (except tactical 
operations) as a basis for service to management. 

It is a managerial control which functions by 
measuring and evaluating the effectiveness of 
other controls* 

When internal audit was first inaugurated in the U. S. 



United States Navy, Financial Management in the Navy , 
(NAVPERS 10792-A) , (Washington: Naval Training and Publica- 
tions Center, 1962), p. 204. 

^ Navy Comptroller Manual , (Washington: Navy Department, 
1962), Volume I, paragraph 014100-la. 
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Navy, it was primarily a policing action - that is, the 
auditors® primary duties were to determine if ’’policies 
and established procedures in the fields of budget, account- 
ing, finance and statistical reporting” were being followedo 
Today, internal audit not only checks to see that estab- 
lished policies and procedures in the fields of budget, 
accounting, finance and statistical reporting are being 
complied with, but it has also been assigned the following 
specific functions 

ao determines if internal controls are functioning 
properly by providing adequate, but not excessive, safe 
guards for public funds and protection of Government inter- 
ests; 

bo appraises the adequacy, effectiveness, and accuracy 
of policies, procedures, and records, and determines if 
reports are timely, accurate and fully disclose the nature 
of operations; and 

Co analyzes and evaluates other than tactical opera- 
tions, and makes recommendations toward increased efficiency 
and economy* 

Types of Audit s . 

The Comptroller of the Navy discharges his responsibil- 
ity for the internal audit function through the Auditor 

^Ibido, paragraph 014100-lb * 
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General of the Navy, the Navy area audit office organiza- 
tion and through the conduct of various types of audits » 

To assist the auditors and to ensure adequate coverage, the 
Navy Comptroller has developed internal audit programs 
which the auditors must use 0 Internal audit programs have 
been prepared for each of the following functions and acti- 
vities; Procurement; Stores Accounting; Inventory Manage- 
ment; Supply Management; Appropriation and Fund Accounting; 
Budgeting for Appropriated Funds; Cost Accounting; Time- 
keeping and Civilian Payrolls; Disbursing; Plant Property 
Accounting; Automatic Data Processing; Navy Industrial Fund 
Accounting; Commissary {General Mess); Cost Accounting for 
Operation and Maintenance of Family Housing; Navy Rental 
Housing; Navy Regional Finance Offices; Commissary Stores; 
Government Property in the Possession of Contractors; and, 
Audit of Small Activities „ These programs are not meant to 
be restrictive, and the auditor must use his initiative and 
judgment regarding the relative effort expended on the 
various phases and areas of the audit „ , — 

The various types of internal audits conducted by the 
Navy area audit offices are as follows; 9 

a. Comprehensive internal audit - encompasses all 

%bid o , paragraphs 014100 - 3 - 12 u 
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functional areas^ performed at the audited activity o 
bo Periodic internal audit » is a comprehensive 
internal audit performed periodically » 

Co Continuous internal audit - is a comprehensive 
internal audit performed continuously by a resident audit 
staff assigned by and under the administrative control of 
the appropriate Navy area audit office » 

do Disbursing audit - is a limited (as opposed to a 
comprehensive) audit of a disbursing office » 

e o Housing audit - is a limited audit of Naval rental 
housing facilitieso 

f o Special audit - is one authorized by the Auditor 
General of the Navy for a special purpose » 

go Assist audit - is an audit conducted on behalf of 
another Navy area audit office or on behalf of the audit 
agency of another military department „ 

ho Integrated audit - a review and evaluation of a 
program or function at all organizational levels on either 
a Navy =>wide basis or on a regional basis » 

io Military Assistance Program audit - a review and 
appraisal of functions and operations pertaining to the 

^A functional area comprises all phases of the opera- 
tions which are directly related to the same basic function 
and can be audited as an entity through the various organi- 
zational units in which they appear „ Basic functions are 
listed on page 6 0 



7 



Military Assistance Program,, 

jo Limited commissary store audit - an evaluation of 
the control and protection of Government funds and property 
at commissary stores „ 

Recent Innovations „ 

In 1963 the Auditor General of the Navy instituted 
what is known as the "audit utilization program." This 
program was applied to the So Navy’s first Navy-wide 
integrated audit which pertained to the Navy’s repairable 
aeronautical material program. Management representatives 
from the Bureau of Supplies and Accounts, the Aviation 
Supply Office, and the Bureau of Naval Weapons first met 
with the representatives from the Office of the Auditor 
General to review the findings of the audit and to assure 
complete understanding 0 Then the management representa- 
tives established targets for improving the unsatisf actory 
conditions disclosed by the audit . Five months later, in 
October, the representatives again met to review the pro- 
gress and establish revised target dates where necessary. 

In February, 1964 the representatives again met to review 
actions taken since the October meeting. This "follow-up 
review illustrates how audit utilization helps management 
derive the maximum benefit from the results of a particular 
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audit o n1 ^ 

The Auditor General of the Navy has also instituted an 
after-the-fact review and analysis of all audit reports 
published during a specified time period „ This procedure 
is known as "audit summarization" and is performed to iden- 
tify existing and potential problem areas; to detect patterns, 
trends and their causes; to determine if the problems are 
increasing or decreasing in scope; and to determine how 
widespread the problems may be. The problems are grouped 
into seven broad subject areas which correspond to the 
interests of the Navy Secretariat as follows 

1 0 Part A - General Information - contains information 
which is of common interest to the Secretary of the Navy, 
the Under Secretary, and the Assistant Secretaries » It con- 
tains a brief summary of the problem areas discussed else- 
where in the report; a statistical summary of audits made; 
and a listing of problems which may be potentially signifi- 
cant, but whose parameters have not yet been determined; and 
new concepts and audit improvements which have been or will 
be put into effect in the immediate future ° 

2 0 Part B - Fleet Readiness and General Effectiveness 
of the Shore Establishment - contains information which is 

— — — yi 

United States Navy, Navy Comptroller Briefs (NAVEXOS 
P1360) , March 1964, Volume XX. No« 1 (Washingtons Office of 
Comptroller of the Navy, 1964 ) , p 0 5° 

12 Ibid o, pp 0 5-7° 
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of primary interest to the Secretary of the Navy* the Chief 
of Naval Operations, the Chief of Naval Material, and the 
Commandant of the Marine Corps, and relates audit findings 
to the general effectiveness of the Shore Establishment in 
support of the Fleet » 

3o Part C - Manpower - is of primary interest to the 
Under Secretary of the Navy.. It contains audit findings 
that relate the quantitative and qualitative aspects of 
manpower utilization and productivity.. 

4° Part D - Research and Development - contains infor- 
mation which is the primary responsibility of the Assistant 
Secretary of the Navy (Research and Development) „ 

5o Parts E and F - Installations and Material Manage- 
ment - contain information which is of primary interest to 
the Assistant Secretary of the Navy (Installations and 
Logistics) o 

60 Part G - Financial Management - contains audit 
findings which are the primary concern of the Assistant 
Secretary iof the Navy (Financial Management) <> 

Copies of the Audit Summary will be distributed not 
only to members of the Secretariat, but also t© the Chief 
of Naval Operations, the Commandant of the Marine Corps, 
the Chief of Naval Material, bureau and office chiefs, and 
other officials, as appropriate » Thus, Navy managers will 
be able to review the problem areas existing at activities 
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under their management and/or technical control to determine 
if the problems resulted from inadequacies or ambiguities 
in existing instructions, and if necessary take action to 
preclude similar problems from developing at other activi- 
ties o The Audit Summary will thus increase the effective - 
ness of an audit report by extending its life span and the 
area of its impact <> 

The Future o 

Internal audit in the Navy has made much progress since 
first initiated; but, there still remains much to do» Top 
Department of Defense and Navy Department managers expect, 
and are demanding more and more from internal auditing » As 
top management puts additional reliance on internal auditing 
as a managerial control, the area encompassed by internal 
audit will expand,, The definition of internal auditing as 
adopted by the Navy excludes only "tactical operations" 
from its scrutiny,, The expanded scope granted internal 
audit should be recognized for what it is - management’s 
cry for help I How can internal audit answer that cry? What 
more can be done? This paper is an attempt to answer those 
questions „ 
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CHAPTER II 



THE NEED FDR CHANGE 

Expressed by the Department of Defense » 

The Deputy Secretary of Defense, in his memorandum of 
8 August 1961 to the Secretaries of the Armed Services, said 
that internal auditing and other managerial controls should 
be strengthened and broadened „ He did not say how, or In 
what areas internal auditing should be broadened 0 He did 
say, however, that audit ’’efforts are to be directed toward 
the professional approach to management problems," that the 
audit function was expected to be a guide to progress; and 
that it should provide a foundation on which better record 
keeping, management reporting, and efficient operations 
could be aehievedo The Secretary of the Navy endorsed the 
views and philosophy set forth in the memorandum by issuing 
SECNAV Instruction 7500 „ 5 of 16 September 1961 

Expressed by the "Dillon Report" . 

In spite of the continuing interest of the Secretary 
of Defense and the Secretary of the Navy in internal audit- 
ing as a service to management, the Review of Management of 
the Department of the Navy (known unofficially as the Dillon 

^See Appendix II for copy of SECNAV Instruction 7500 o 5 
of 16 September 1961 » 



Report) published in 1962, indicated that internal audit 
still lacked the desired acceptance » Some of the criticisms 
leveled at internal audit included: 

(1) it interferes with the orderly conduct of programs 

(2) reduces management effectiveness; 

(3) makes recommendations that conflict with policy; 

(4) the effort to implement recommendations could be 
better utilized in performing the mission of the activity; 

(5) duplicates the responsibilities of the management 
bureau or the Navy Inspector General; 

(6) auditors often operate outside their field of 
competency; 

(7) adds to the already excessive number of reviews 
of naval shore activities; and 

(&) the elapsed time between completion of the audit 
and publication of the formal report is excessive <> 

The Dillon Report recognized that some of the above 
criticisms came from a lack of understanding of the purpose 
of internal audit, and recommended that the Comptroller of 
the Navy change some reporting procedures and commence an 
educational program to present audit in its proper perspec- 
tive to promote its acceptance in the Navy 0 To overcome the 
other criticisms, the Dillon Report also recommended: 

(1) that management engineers and analysts be utilized 
in the conduct of audits, or on a consulting basis, to 
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ensure qualified recommendations in certain management areas 

(2) that the responsibilities of the Navy Inspector 
General and Internal Audit be redefined and clarified; 

(3) that Navy Inspector General surveys be reduced 
to an IS ~ 24 month cycle; 

(4) that the Bureaus® Inspector General surveys be 
discontinued; and 

(5) that the present internal audit system , which is 
established by law, be continuedo 

Disclosed by a Review of 31 Internal Audit Report s 0 

Review of 31 internal audit reports for 1961 and 1963 
also disclosed the need for change in internal audit proce- 
dure So Out of a total of 330 recommendations, approximately 
250 required compliance with specific regulations » For 
example t 

NAVSHPYD ENSURE THAT COGNIZANCE SYMBOL N ITEMS WHICH 

REQUIRE MANDATORY TURN-IN OF REPLACED ITEMS ARE NOT 

ISSUED WITHOUT CERTIFICATION OF THE REQUISITION, AS 

PROVIDED FOR BY ESO INSTRUCTION 4440o3SE o 

The wording of these recommendations appear to put the 
auditor in a line position instead of a staff position, thus 
creating resentment on the part of the individual whose work 
is being audited^ It is suggested that when an audit dis- 
closes that an activity has not complied with a specific 
instruction or regulation, the mere reporting of the non- 
compliance should be sufficient to prompt management to take 



14 



corrective action* 

The review of internal audit reports also disclosed 
the reporting of noncompliance with directives, when correct 
tive action had been taken by the activity prior to the 
auditors’ departure* Inasmuch as the purpose of internal 
audit is not to inflate the auditor’s prestige, and not to 
castigate, but to help all levels of management, the value 
of such items in a formal report appears to be doubtful* 
Instead of helping the activity, the auditor has put the 
Commanding Officer on report, not only to his immediate 
superior, but to everyone who receives a copy of the audit 
report* 

If the auditor is to help local management, the findings 
and recommendations should not be reported at a higher level 
of management than is required for corrective action* The 
Navy has recognized this principle of reporting by stating 
that A4 

Formal reports of periodic and continuous internal 
audits will contain only the following types of 
findings: 

1. those requiring action by the manage- 
ment bureaus and offices or other 
higher authority* 

2* those meriting the attention of the 
management bureaus and offices or 
other authority* 



^ Navy Comptroller Manual, (Washington: Navy Department, 
1962), Volume I, paragraph 014252-l(a)3 * 
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However, the review of internal audit reports disclosed that 
findings and recommendations were sometimes included which 
were of a trivial nature, and did not seem to merit the 
attention of higher authority.^ Compliance with the intent 
and spirit of the above reference would be one of the best 
ways to convince operating management, that the auditor is 
really there to "help" instead of to find as many discrep- 
ancies as possible. 

The Secretary of the Department of Defense, and the 
Secretary of the Navy have indicated that internal audit is 
expected to play a more important role in the management 
function than heretofore. If internal audit is to fulfill 
the hopes and aspirations of top management, changes in the 
approach to internal auditing as well as changes in present 
internal auditing practices and procedures are necessary. 
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See Appendix III for examples 
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CHAPTER III 



THE MANAGEMENT AUDIT 



A New Approach ,, 

The Deputy Secretary of Defense, In his memorandum of 
8 August 1961 to the Secretaries of the Armed Services, 

stated;-^ 

o 0 „ It is necessary for each military department 
to examine its managerial and command philosophies 
and practices, together with disciplines, controls 
and other measures used to administer them.. 

The Navy has, to a great degree, relied on the functional 
approach used by internal auditing to evaluate managerial 
controls and practices « This approach readily lends itself 
to determining if instructions and procedures are being 
followed, but doesn’t lead the auditor to question the 
system or the underlying logic „ 

Some auditors have, however, questioned the system, 
and made recommendations outside the "financial area." Thi 
has, as the Dillon Report states, led to auditors being 
accused "of making audit recommendations on subjects beyond 
their professional competency <> "17 The Dillon Report recog- 
nizing that proper qualifications were required to access 



i^See Appendix IV for copy of the Deputy Secretary of 
Defense’s memorandum of 8 August 1961 „ 

^S. Ho Ivison, Jr 0 , GAPT, USN, "Financial Management 
Study, " Review of Management of the Department of the Navy , 
Study 7, Volume I s ( Washington Department of the Navy, 

1962), p 0 80 



facts and findings and draw responsive conclusions and 

1 A 

recommendations, recommended that. 0 

. o o internal audit teams be augmented with 
management engineering or industrial engineering 
consultation to assist in the appraisal of prob- 
lems revealed in certain areas, not to solve 
problems but to be able better to formulate 
responsive conclusions and recommendations , 

This recommendation led to a review of the book The Manage - 
ment Audit , by W. P, Leonardo 

In his book, Leonard sets forth principles and proce- 
dures that could be adopted by the Navy’s internal audit 
organization to strengthen and broaden its function His 
approach to the management audit is that of the management 
engineer and/or the systems analyst, and as such, should be 
given serious consideration by every internal auditor. The 
remaining portion of this chapter is therefore given over 
to a review of the "management audit," 



Management Audit Defined , 

Leonard defines management audit as follows 

, , , a comprehensive and constructive examination 
of an organization structure of a company, insti- 
tution, or branch of government, or of any component 
thereof, such as a division or department, and its 
plans and objectives, its means of operation, and 
its use of human and physical facilities. 



•^ Ibid ,, pp. 8-9° 

l%illiam P, Leonard, The Management Audit , (Englewood 
Cliffs, New Jersey: Prentice-Hall, Inc,, 1961) , p, 35, 



This broad definition does not carry with it, the limitations 

implied in the Navy’s definition of internal auditing as 

shown in chapter one. However, the aim of the "management 

audit,” is the same as for the "internal audit," that of 

assisting management to achieve the most efficient adminis- 

tration of operations® This involves the appraisal of ;20 

. . . the adequacy of the organizational structure, 
compliance with policies and procedures, accuracy 
and reliability of controls, adequate protective 
methods, cause for variances, proper utilization 
of manpower and equipment, and satisfactory methods 
of operation. 

Studies are conducted throughout the organization to 
discover and correct problem areas wherever they may exist; 
but, especially to determine if problems exist due to "unsound 
performance, poor cooperation, internal friction between 
executives, and general lack of knowledge or disregard for 
good organization® "21 These areas have not, as a rule, been 
scrutinized by the Navy’s internal auditors. It is suggested 
that additional audit emphasis in these areas may be very 
worth while® 

Appraising the Organizational Structure . 

When the management auditor appraises the adequacy of 
the organizational structure, minimal requirements should 



20 



Ibid. 



21 Ibid®, pp< 



35 - 36 . 
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